DOCUMENT RESUME 



ED 482 134 



HE 036 378 



AUTHOR 

TITLE 

PUB DATE 
NOTE 



PUB TYPE 
EDRS PRICE 
DESCRIPTORS 

IDENTIFIERS 



Ma, Jennifer; Warshawsky, Mark J. ; Ameriks, John; Blohm, 
Julia A.' 

An Economic Approach to Setting Contribution Limits in 
Qualified State-Sponsored Tuition Savings Plans. 

2000 - 00-00 

12p.; In: National Tax Association Annual Conference on 
Taxation Proceedings (93rd, Santa Fe, NM, November 9-11, 
2000). Washington, DC: National Tax Association, 2000. pl07- 
116. 

Reports - Descriptive (141) — Speeches/Meeting Papers (150) 
EDRS Price MF01/PC01 Plus Postage. 

Higher Education; Parent Financial Contribution; ^Paying for 

College; * Resource Allocation; ^Tuition 

Student Financial Contribution; ^Tuition Savings Plans 



ABSTRACT 

This study used an expected utility framework with a mean- 
lower partial moment specification for investor utility to determine the 
asset allocation and the allowable contribution limits for qualified state- 
sponsored tuition savings plans. Given the assumptions about state 
policymakers’ perceptions of investor utility, the study determined the 
necessary level of contributions needed to fund 5 years of education at the 
most expensive higher education institution in the United States . The 
approach determines simultaneously the optimal asset allocation and the 
annual contribution level needed in order to achieve the savings target. The 
modeling framework incorporates a specific, and reasonable, definition of 
risk aversion and optimal investment behavior. The paper contains background 
information on qualified tuition plans, the saving and asset allocation model- 
used in the analysis, with an explanation of the way various parameters are 
calibrated, baseline simulation results, some sensitivity tests, and 
concluding remarks. (SLD) 
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AN ECONOMIC APPROACH TO SETTING CONTRIBUTION LIMITS 
IN QUALIFIED STATE-SPONSORED TUITION SAVINGS PLANS 

Jennifer Ma, Mark J. Warshawsky, and John Ameriks , TIAA-CREF Institute 

Julia A. Blohm, First Union* 



H ouseholds may have many reasons to 
accumulate significant amounts of finan- 
cial assets. One of the most important mo- 
tivations for saving is to finance higher education 
for their children. The federal and state govern- 
ments have recently expanded tax incentives and 
introduced savings plans intended to encourage 
families to save for college expenses. 

In order to be eligible for federal tax benefits, 
tuition plans must provide adequate safeguards to 
prevent contributions on behalf of a beneficiary in 
excess of those necessary to provide for qualified 
higher education expenses (IRC §529(b)(6)). In 
practice, the federal government allows each state 
to determine its own contribution limit based on 
actuarial projections of future college costs and 
investment performance under the plan. In addi- 
tion, plans must provide that investors may not 
direct the investment (directly or indirectly) of con- 
tributions to the plan or its earnings (Prop. Treas. 
Reg. §1.529-2 (g)). 1 State policymakers must, 
therefore, act uniformly for all participants-that is, 
consider the “average” preferences of individual 
investors— when choosing asset allocation strategies 
and determining the allowable contribution limits 
under federal regulations. 

In this paper, we use an expected utility frame- 
work with a mean-lower partial moment specifi- 
cation for investor utility to determine the asset 
allocation and the allowable contribution limits for 
qualified state-sponsored tuition savings plans. 
Given our assumptions regarding state 
policymakers’ perception of investor utility, we 
determine the necessary level of contributions 
needed to fund five years of education at the most 
expensive higher education institution in the na- 
tion, as allowed by the IRS regulations for Section 
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529 plans. Our approach determines simulta- 
neously ( 1 ) the optimal asset allocation and (2) the 
annual contribution level needed in order to achieve 
the savings target. 

Our modeling framework incorporates a spe- 
cific, and we believe reasonable, definition of risk 
aversion and optimal investment behavior. This 
framework allows the determination of “appropri- 
ate” contribution levels, and enables analysis of the 
interaction between the contribution limits and risk- 
taking. The results of our research may have im- 
plications for the determination of contribution 
limits under the current IRS regulations for tuition 
savings plans. 

The remainder of the paper is structured as fol- 
lows: background information on qualified tuition 
plans; the saving and asset allocation model used 
in our analysis, with an explanation of how vari- 
ous parameters in the model are calibrated; the 
baseline simulation results and some sensitivity 
tests; and some concluding remarks. 

QUALIFIED STATE-SPONSORED TUITION PLANS 

Qualified state-sponsored tuition plans (also 
called Section 529 plans) meet the requirements 
of Section 529 of the Internal Revenue Code (IRC) 
and the attendant regulations, and may be tuition 
savings plans or prepaid tuition plans. A tuition 
savings plan is an investment program that offers 
certain tax advantages, provided its accumulated 
assets are used to pay allowable expenses at an 
accredited institution of higher education. A pre- 
paid tuition plan also offers tax advantages and 
usually allows the plan buyer to purchase future 
college tuition credits at today’s price, sometimes 
at a discount. Because the issue of contribution 
limits is fairly straightforward for prepaid tuition 
plans (most allow purchase of up to four years 
worth of tuition credits), we focus on tuition sav- 
ings plans. 

Tax Benefits of Tuition Savings Plans 
The primary tax benefits of tuition savings plans 
are as follows: 



( 1 ) Growth of earnings is tax deferred at the fed- 
eral and state levels, provided that future 
withdrawals are used for qualified higher 
education expenses. Some states exempt 
earnings from state income tax and/or allow 
contributions to be deducted from state in- 
come tax. 

(2) When the withdrawals are made for quali- 
fied higher education expenses, the earnings 
are taxed at the beneficiary’s tax rate, which 
is likely to be lower than that of the owner 
of the account. 

(3) Funds in tuition savings plans will not affect 
a family's eligibility for federal tax credits, 
such as Hope Scholarship Credit and Life- 
time Learning Credit. 

(4) Anyone in any income bracket may 
contribute. 

IRS Regulations on Contribution Limits 

The Internal Revenue Code requires adequate 
safeguards to prevent contributions on behalf of a 
beneficiary in excess of those necessary to provide 
for qualified higher education expenses. The pro- 
posed regulations on Section 529 provide a “safe 
harbor” provision, which if met will satisfy the 
general IRC requirement: 
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A program satisfies this requirement if it will bar 
any additional contributions to an account as soon 
as the account reaches a specified account balance 
limit applicable to all accounts of designated ben- 
eficiaries with the same expected year of enroll- 
ment. The total contributions may not exceed the 
amount determined by actuarial estimates that is 
necessary to pay tuition, required fees, and room 
and board expenses of the designated beneficiary 
for five years of undergraduate enrollment at the 
highest cost institution allowed by the program. 
(Prop. Treas. Reg. §1.529-2 (i)(2)) 

In practice, each state is allowed to set its own 
contribution limit, subject to understanding of the 
IRS rules. A few states (for example. New York) 
have statutory limits. The limits are formulated in 
two ways. Most states specify limits on contribu- 
tions only, while a few limit account balances, that 
is, the accumulation of contributions and invest- 
ment earnings. Further, almost all states have only 
lifetime limits (either on contributions or on ac- 
count balances). In our paper, we formulate our 
analysis in an annual contribution limit framework, 
which, given a fixed investment horizon, can be 
translated into a lifetime contribution limit. 2 

Figure 1 shows that contribution limits vary 
widely across plans. As of November 2000, Utah 



Figure 1: Lifetime Contribution Limits for Tuition Savings Plans (2000 Level) 
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